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I. INTRODUCTION

The December 17 Comments of the Department of Justice detail the

reasons why, without significant divestitures of slots and facilities at LHR, the AA/BA alliance must be disapproved.  As DOJ makes clear, “[a]pproval of the AA/BA transaction threatens a substantial loss of competition and higher prices for a large number of consumers.  Thus, without conditions to mitigate the harm, we would oppose the AA/BA transaction as we did three years ago.” (DOJ Comments at 3).


The DOJ’s analysis of the degree and likelihood of competitive harm resulting from the AA/BA alliance replicates and extends its 1998 Comments and underscores the accuracy of Northwest’s submissions in this proceeding.  The DOJ finds that the proposed alliance will increase concentration and cause prices to increase in five city-pair routings between the U.S. and London Heathrow; that premium passengers accounting for the vast percentage of revenues on such routings are likely to be victimized by this loss of competition; that new entry sufficient to mitigate competitive harm is foreclosed by serious scarcity of slots and facilities at London Heathrow; and that the claimed benefits of the transaction are greatly overstated and insufficient to offset the competitive harm.  (DOJ Comments at 8-48).


While the Department of Justice endorses the goal of achieving Open Skies as an element of the public interest test for granting immunity, it insists that the remedies imposed for this alliance must satisfy the Department of Transportation’s own stated requirement that Open Skies must be a “de facto” reality, not simply a de jure result.  (DOJ Comments at 3).  To satisfy this condition, DOJ makes clear that although it is imperative to divest “well-timed LHR slots and facilities sufficient to permit nine new daily round trips by new entrants” to remedy the competitive harm in NYC-LHR and BOS-LHR, such relief is simply not enough.  (DOJ Comments at 4).  Rather, “[f]or Open Skies to provide significant consumer benefits,” there must be “meaningful access to Heathrow for airlines serving the U.S.”  (DOJ Comments at 5).  “Such access requires additional slots and related facilities over and above the divestitures needed to cure the competitive harm created by the AA/BA transaction.”  Id. (emphasis added).

Absent such additional access at LHR, the Department of Justice foresees that the current market structure, which is largely the product of Bermuda II’s restrictions, will be locked in, i.e., it will remain an enduring feature of U.S.-London air service.  Id.  Northwest believes that this analysis accords with its own view that “448 slots are needed to accommodate competitive service,” consistent with Open Skies.  (Northwest Supplemental Answer at 19 (Dec. 17, 2001)).


Finally, because the competitive harm of the proposed alliance “will be much more immediate,” the Department of Justice recommends that any grant of immunity be delayed until the necessary remedies are in place and operative.  (DOJ Comments at 6).


For the reasons discussed below, the Department of Justice’s Comments accord with the record evidence, the statutory standard governing airline alliance applications for antitrust immunity, DOT precedent and Northwest’s submissions.  Indeed, on the record before DOT, the case for disapproval of the AA/BA alliance is compelling, given the certainty that less anticompetitive (indeed, procompetitive) alternatives to AA are readily available to partner with BA on transatlantic service between the U.S. and London.

II.
DISCUSSION
A.
Analysis of Competitive Effects
Northwest’s prior submissions have detailed the reasons why the AA/BA 

alliance will injure competition, will produce no significant counterbalancing consumer benefits, and requires significant divestiture remedies in the event of approval.  That analysis is fortified in material respects by the Comments of the Department of Justice, which applies the well-accepted analytical framework of the Merger Guidelines.


First, there can be no reasonable dispute that air service from the U.S. to London Heathrow is a relevant market.  Northwest pointed out that, on the basis of the Applicants' own documents, service patterns, and yields, such service showed a revealed passenger preference for flights to Heathrow.  (Northwest Answer at 7-10 & Exhibits NW-8-11 attached thereto (Nov. 2, 2001); Supplemental Answer at 4-5).  The Department of Justice echoes these findings:  “The evidence shows that premium passengers overwhelmingly go to LHR and that most attempts to compete with LHR service from LGW have been unsuccessful.”  (DOJ Comments at 20).  Indeed, in rejecting arguments that connecting service is a substitute for non-stop service among premium passengers, the Department points out that the fact that two-thirds of Dallas-London connect traffic is to LHR, “is thus far more indicative of passenger preference for LHR than of lack of preference for nonstop service.”  (DOJ Comments at 14).


Second, there is equally no doubt that this alliance, just as was true in 1998, will significantly increase concentration in air service between the U.S. and LHR.  Northwest showed that this was true for all passengers (Northwest Answer at 11, 13-14), while the Department of Justice demonstrates the same substantial concentration effect for business passengers.  (DOJ Comments at 31-32).  On the basis of substantial increases in market concentration, the Department predicts that absent realistic prospects for entry, “significant price increases can be expected in each of the five overlap markets,” (i.e., New York-LHR; BOS-LHR; MIA-LHR; ORD-LHR; and DFW-LON).  (DOJ Comments at 32).  Moreover, as the Department of Justice makes clear, there are no realistic entry prospects without significant divestitures.  (DOJ Comments at 35-42).


Third, the Department of Justice, like Northwest, rejects as “seriously flawed” the AA/BA regression analyses and critical loss and critical elasticity analyses.  (DOJ Comments at 18-19).  Northwest’s expert, Dr. Robert Reynolds, shows how the proffered Appendix studies of AA/BA depend upon highly erroneous estimates of cost-to-price ratios and make numerous other mistakes of commission and omission.  (Statement of Robert J. Reynolds, appended to Northwest Supplemental Answer, at 1-2, 5-13 (hereinafter, "Reynolds Statement")).  Many of the same mistakes are identified by the Department of Justice.  (DOJ Comments at 18-19).  Significantly, when Dr. Reynolds corrects certain of the key errors and applies a differentiated product methodology to test his corrections, the result is that the AA/BA models, as modified, reveal significant price increases to be profitable for the immunized alliance.  (Reynolds Statement at 13-21).  Of course, the Justice Department reaches the same conclusion on the basis of a straightforward application of the Merger Guidelines.  (DOJ Comments at 31-32).


Fourth, as shown by the evidence relied upon by both Northwest and the Department of Justice, entry barriers are just as high today as in 1998.  (See DOJ Comments at 35).  Northwest showed that commercially viable slots for wide-body aircraft service between the U.S. and Heathrow are extremely scarce; are controlled by incumbents unwilling to part with them; are unavailable through the grey market; and are not obtainable from alliance partners like KLM.  (Northwest Answer at 21-32 & Exhibits NW-36-39; Supplemental Answer at 5-6).  The Department of Justice reaches the same conclusions with respect to both the fact of, and reasons for, slot scarcity and stresses that scarcity of facilities, even assuming the availability of slots, also is a significant problem.  (DOJ Comments at 42).  Northwest likewise pointed out the lack of facilities available to accommodate significant new entry at Heathrow.  (Northwest Answer at 22-26, 32 & Exhibits NW-26-29; Supplemental Answer at 6-7).


Finally, contrary to the assertions of AA/BA, the record evidence, assayed similarly by Northwest and the Department of Justice, simply does not reveal significant transaction-specific benefits capable of outweighing the likely harm.  Northwest showed that the “new” online connections created by the AA/BA alliance affected a trivial number of passengers each year; that the BA documents and public statements revealed a carrier dedicated to shedding unprofitable transfer passengers in favor of an increasing focus on non-stop premium passengers flying between the U.S. and London; and that the true profitability of the alliance flowed from the elimination of competition on overlap service provided by the parties, not from any connectivity benefits.  (Northwest Answer at 38-45 & Exhibits NW-40-44; Supplemental Answer at 11-12).


The Department of Justice saw the evidence the same way.  (DOJ Comments at 46-48).  Like Northwest, the Department found the so-called interline benefits to be substantially overstated.  (DOJ Comments at 46).  According to the Department, at most annual savings to consumers would be $10-$14 million, but such savings would be easily negated by a post-transaction price increase limited to business passengers of only 1%.  (DOJ Comments at 47).  Such an increase is, of course, far less than the “significant price increases” the Department predicts on the basis of its Merger Guidelines analysis.  (DOJ Comments at 32).  Moreover, given the large extent of the overlaps between the AA/BA alliance partners, particularly as compared to prior alliances, the incentive to reduce capacity available for local traffic may even reduce, on net, any benefits to connecting passengers.  (DOJ Comments at 48).


In sum, the Justice Department’s Comments make resoundingly clear that the only responsible conclusion is that the proposed alliance between AA and BA, from start to finish, will be anticompetitive and harmful to consumers.  This is reason enough to justify disapproving the alliance or conditioning its approval on the adoption of remedies sufficient to prevent such harm and to achieve the de facto benefits of Open Skies.  But the Department’s analysis goes even further, urging greater caution if the events of September 11 are believed to augur significant concentration by reason of “a protracted drop-off in demand and an increase in cost.”  (DOJ Comments at 7).  Such caution is, if anything, understated.

B. Analysis of Remedies
The Department of Justice remedies analysis provides a logical and 

thoughtful basis to achieve de facto Open Skies through slot and facilities divestitures designed to guarantee the achievement of competitive markets before immunity is conferred.


First, the Department of Justice concludes that to minimize competitive harm in the NYC-LHR and BOS-LHR markets, “adequate LHR slots and facilities” must be “available to entrants into those markets.”  (DOJ Comments at 50).  Such slots and facilities should, in the Department’s view, be sufficient to permit “at least nine daily round trips – two for BOS-LHR and seven for NYC-LHR.”  Id. (emphasis added).  This, of course, translates into 126 weekly slots, which must be commercially viable – or in the Department’s words, “well-timed.”  (DOJ Comments at 4, 50).  Under the market-based allocation system preferred by the DOJ, “more than nine daily frequencies would have to be made available in order to assure that NYC and BOS receive sufficient service to replace that provided by AA.”  (DOJ Comments at 53).


Second, the DOJ stressed that “[t]o meet DOT’s public interest standard, DOT must go beyond maintaining the status quo.”  (DOJ Comments at 52) (emphasis added).  As pointed out by the Justice Department, if DOT merely orders divestitures necessary to preserve the pre-alliance status quo, it will “do little more than preserve and perhaps solidify the concentrated market structure that evolved under the Bermuda II Agreement.”  (DOJ Comments at 52).  To avoid perpetuating a concentrated market structure and to achieve de facto Open Skies, “DOT must provide for slots and related facilities in addition to those needed to remedy competitive harm in the NYC and BOS markets.”  (DOJ Comments at 53) (emphasis added).


As the DOJ concludes, this relief is not only required to vindicate a true Open Skies policy by ensuring competitive entry and market structure in all relevant city pair routes affected, but is necessary “to meet DOT’s public interest standard.”  (DOJ Comments at 52).  In other words, if securing an Open Skies agreement with the U.K. is to be the justification under the public interest standard for approving this otherwise patently anticompetitive alliance, then the Department must “in fact” achieve true Open Skies.  

In Northwest’s view, the estimates of new competitive service and associated slots that U.S. carriers participating in this proceeding have indicated they need are the benchmark for satisfying this requirement.  Without repeating the detailed analysis supporting those estimates, suffice to say that at least 448 slots (reduced to account for those to be used by non-Heathrow U.S. carriers proposing service at Boston or New York) are required by U.S. carriers to accommodate competitive service.  (Northwest Supplemental Answer at 19).  Anything short of this would ignore good faith explanations of new service requirements and would fail to meet the public interest standard governing this proceeding.


Finally, as to the timing of any grant of immunity, the Justice Department points out that “[c]ombining the U.S.-London service of AA and BA through an immunized alliance will result in immediate competitive harm.”  (DOJ Comments at 54) (emphasis added).  For this reason, immunity should not take effect “until carriers that receive the divested slots and facilities are in a position to begin new service to remedy the competitive harm.”  (DOJ Comments at 54).

Conclusion


It is fair to say that the U.S. airline industry is at a turning point.  Only by opening markets and preserving competitive opportunities will the chances of returning to pre-September 11 conditions be optimized.  Without the remedies proposed by Northwest and the Department of Justice, those opportunities will be lost, millions of consumers will suffer the consequences of irrevocably lost competition, and Open Skies will be no more than a tombstone for the resting place of competitive air service between the U.S. and London.

Respectfully submitted,

_________________________________

Megan Rae Rosia

Managing Director, Government Affairs

& Associate General Counsel

NORTHWEST AIRLINES, INC.

901 Fifteenth Street, N.W., Suite 310

Washington, D.C.  20005

(202) 842-3193

Peter B. Kenney, Jr.

Vice President, Law

NORTHWEST AIRLINES, INC.

2700 Lone Oak Parkway

Eagan, Minnesota  55121
PAGE  

